If the System’s rate structure were immediately converted to a cost of service system, the
following rate increases and adjustments would result:*'"

Table 12 — Immediate Conversion to Cost of Service

Customer Class | Indicated Revenue Increase Required | Indicated Revenue Adjustment
Residential $47,512,000 79.11%
Non-Residential ($13,087,000) -14.43%
Grease $188,000 136.23%
Septage $678,000 170.35%
Surcharge 2,895,000 197.21%
Total $38,186,000 25.00%

Cost of service allocations to customer classes should not be construed as literal or exact
requirements in rate design, but instead as a guide to utilize in making rate adjustment decisions.
Industry practice and practical considerations sometimes modify rate adjustments by taking into
account additional factors such as the extent of change from previous rate levels and past or
present policies, practices and considerations.

B. New Rate Structure.

In this case, it is not practical to immediately transition to a cost of service rate structure
due to the likelihood that an immediate transition would cause significant rate shock. The rates
below promote the goal of rate stabilization.

Monthly Service Charge. The Receiver intends to implement a new monthly service
charge that will be paid by all System Customers, regardless of the amount of their monthly
water usage. This charge will be assessed as follows*':

Table 13 - New Monthly Service Charge

Water Meter Size | Monthly Service Charge ($/month)
5/8” $15.00
3/4” $22.00

1” $31.00
1.5” $57.00
27 $85.00
3” $215.00
4” $349.00
6” $680.00
8” $1,013.00
10” $1,350.00

2P B&V Cost Allocation Study Table 5-6.
212 B&V Cost Allocation Study Table 6-1.
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Volumetric Charges. The Receiver intends to adjust the System’s volumetric rates as

follows:

Table 14 - New Volumetric Charges

Class Rate
Residential $6.25/Ccf
Non-residential $8.40/Ccf
Grease $79.00/1000 gal
Septage $79.00/1000 gal.

Surcharge Rates. The Receiver intends to adjust the System’s current surcharges as

follows:?"?

Table 15 - New Surcharge Rates

Component $/1b
Total Suspended Solids 0.2734
Biochemical Oxygen Demand 0.8284
Chemical Oxygen Demand 0.4142
Fats, Oils & Grease 0.1715
Phosphorus 3.2650

Recovery of Cost of Service under New Rates.”* The adjusted rates are intended to
increase total System revenues by 25%. With the changes to the rate structure, this revenue
increase is projected to be allocated as follows:

Table 16 - Cost of Service Allocation Under New Rates

Cost of
Revenue % of Revenue Service Increase
Customer Total Cost of Under Revenue Under Recovery Over
Class Service Existing (Existing Proposed Under Existing
Rates Rates) Rates Proposed Rates
Rates
Residential $107,568,000 | $60,056,000 39.32% $75,292,000 69.99% 25.37%
Non-
Residential $77,604,000 $90,691,000 59.37% $110,385,000 142.24% 21.72%
Grease $326,000 $138,000 .09% $364,000 111.66% 163.77%
Septage $1,076,000 $398,000 .26% $1,048,000 97.40% 163.32%
Surcharge $4,363,000 $1,468,000 .96% $4,364,000 100.02% 197.28%
Total $191,594,000 | $152,751,000 100 $191,453,000 100.27%. 25.34%

23 B&V Cost Allocation Study at 20.
214 B&V Allocation Study at 21, Table 6-2.
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C. Implementation of Interim Rate Increase.

The Receiver intends, subject to public comment, to implement the rate increases and rate
design changes described herein as soon as possible. The Receiver will hold a public hearing on
these matters on June 29, 2011, at 2:30 p.m. at the Jefferson County, Alabama, Courthouse. At
that hearing, copies of this report will also be available, in addition to being available on the
internet at www.jeffcowastewaterfacts.com. Subject to comments received from the public at
the public hearing, the Receiver will take the steps necessary to implement the rates described
herein.

VIIL. Implementation of a Low-Income Assistance Program.

The Receiver is beginning the process of implementing a program designed to assist
customers with low annual incomes who will be especially challenged by the rate increases that
will be implemented in the coming years. If fully implemented, this program should eliminate
the impact of the interim rate increase on those System ratepayers with the lowest incomes.

Many, if not most, utility providers have similar programs designed to assist customers.
Such programs serve to stabilize utility revenues by decreasing expenses from delinquent and
uncollectible accounts and by allowing for rate increases necessary to meet the utility’s revenue
requirement.

The Receiver engaged Dollar Energy to create and assist with implementation of a low-
income program. Dollar Energy is a non-profit organization that, among other activities, assists
utilities in the design and administration of a variety of low-income programs, utility consumer
education, and customized software technology. A copy of Dollar Energy’s report describing the
planned low income program is included in the Appendix at A-23.

A. Program Eligibility.

Program eligibility criteria will be based on the Federal Poverty Income Guidelines
(“FPIG”). The FPIG take into account the numbers of household members in relation to the total
monthly or annual income.**

The guideline proposed by Dollar Energy matches that used by the federally funded Low
Income Heating and Energy Assistance Program (“LIHEAP”). Program Guidelines for LIHEAP
are typically between 150% to 200% of the FPIG. The initial maximum income level for the
Receiver’s planned program will restrict eligibility to households with annualized incomes of
150% of the poverty level or less.

Once the plan becomes operational, customers will be able to apply by calling a toll free
number dedicated to the customers in Jefferson County and administered by Dollar Energy. The
telephone application process typically lasts approximately 10 minutes, and upon receipt of
required program documentation, the enrollment can be completed in less than 24 hours. Once
enrolled, a customer can begin receiving the credit on their next billing statement.

215 The FPIG are available online at http://aspe.hhs.gov/poverty.
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B. Program Overview.

As currently planned, the low income program will have four principal components:
(1) bill assistance; (2) arrearage maintenance; (3) consumer education; and (4) public outreach.
System customers eligible for the program will be able to participate in a bill payment assistance
program to lower the household’s monthly bills for sewer service. The goal of the bill payment
assistance component is to help households offset the increasing costs of utility service by
providing a credit for limited income customers. The billing assistance will be provided through
a credit each billing cycle toward the customer’s sewer account balance. The size of the credit
will be based on several factors, including household size, household income, and amount of
usage. The arrearage management component will help eligible customers maintain their sewer
service by freezing past due balances and eliminating future finance charges in exchange for
regular monthly payments under a three-year installment payment plan.

Upon enrollment, customers will also receive information regarding simple and
affordable ways to save on their household water use. Because sewer bills in Jefferson County
are principally volumetric, reduced water usage is the only way to directly reduce sewer bills.
The customer education information will be mailed in the enrollment packet sent to the customer
upon enrollment into the program.

A community outreach campaign will also be launched to provide information about the
low income program through grassroots efforts by utilizing various channels that exist in the
community. These channels will likely include enlisting the help of existing community based
organizations in Jefferson County, working on opportunities for low or no-cost earned media,
sewer bill inserts, and other low cost methods of communication. Efforts will also be made to
leverage the program communications with those of the water, natural gas, and electric utility
companies serving the County households.

C. Program Funding and Interim Implementation.

Most utilities in Alabama support their low-income assistance programs through
donations from customers, usually through allowing customers to check a box on their bill
authorizing a donation. Further, most of these programs are targeted only towards senior citizens
with low-income levels. Many of the customers eligible for the utilities’ low-income programs
are also eligible to receive assistance from the federal LIHEAP program administered by the
Department of Health and Human Services. Because ESD is not an energy provider, LIHEAP is
not available to assist ratepayers in offsetting their bills from the System.

The Receiver’s planned low-income program described above is aimed at a much broader
class of ratepayers and is not intended to be age-restricted. In other words, the goal of this
program is intended to reach all ratepayers with incomes below 150% of the poverty level who
might need assistance in paying their wastewater bills. As a result of this broader eligibility, the
Receiver’s low-income program plan has different, and financially more significant, funding
needs than similar programs at other utilities.

The Receiver faces significant obstacles in funding a program of this size and scope. The
estimated annual funding needs for this program are in the range of $2 million per year. It is
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unrealistic to believe the System’s customers (currently, approximately 144,000 customers) will
make donations to the program sufficient to fully fund it.

Further, even though the program is intended to alleviate delinquent and uncollectable
accounts, according to Alabama law, the program may not be funded by a diversion of system
revenues as this would create a discriminatory rate system. “A discount rate to elderly, low-
income, or fixed income patrons may violate constitutional or statutory prohibitions against
discrimination in utility rates.” 12 MCQUILLIN’S LAW OF MUNICIPAL CORPORATIONS § 34:195.
Additionally, in an opinion upheld on appeal by the Alabama Supreme Court, the Alabama
Public Service Commission has specifically found that low-income assistance programs funded
by ratepayers are unjustly discriminatory, and that providing assistance to low-income
households in meeting utility bills is the job of the state and local government, not utilities.
Greater Birmingham Unemployed Comm. v. Ala. Gas. Corp., et al., 86 P.U.R.4th 218 (Ala. PSC
1987), aff’d on procedural grounds, Greater Birmingham Ministries v. Ala. Pub. Serv. Comm’n,
539 So. 2d 187 (Ala. 1988).

The practical long term solution to funding the low-income plan, like almost all solutions
in this matter, lies in a negotiated solution. If the debt were refinanced, it is possible that a low-
income program could be fully funded with a long term or annuitized fund created with creditor
contributions during that refinancing transaction. However, that prospect does not seem likely in
the short term.

In the meantime, the Receiver will begin collecting donations from any and all available
sources as soon as possible to begin the foundation of the low-income program. However, the
best, and most logical, source of funding for the low-income program is monies the County has
already received and that were specifically designated to assist in this regard. These monies
would allow the low-income program to begin immediately assisting the System’s low-income
customers in significant and meaningful ways.

As part of its November 4, 2009 settlement with the SEC, JPMorgan paid $50 million “to
and for the benefit of [the County(]) for the purpose of assisting displaced County employees,
residents, and sewer ratepayers.”'® In communications with the SEC, the County recognized
that there was a “possibility” of an “increased burden on the sewer rate payers alone” and that
“the County’s sewer users include a disproportionate number of low income citizens who are ill-
equipped to take on that burden.” A copy of the County’s letter to the SEC is included in the
Appendix at A-24. JPMorgan made this payment to the County on November 9, 2009.

It is unclear what use the County made of the $50 million it received from JPMorgan, but
to date these monies have not been spent to assist displaced ratepayers.

It is entirely appropriate to utilize the JPMorgan proceeds to fund the low income
program for a number of reasons. First, to the extent JPMorgan’s actions harmed the County,
that harm most directly manifested itself in costs that were directly attributable to and borne by

28 Order Instituting Administrative Cease-and-Desist Proceedings, pursuant to § 8A of the Securities Act of 1933
and §§ 15(b) and 21C of the Securities Exchange Act of 1934, Making Findings, and Imposing Remedial Sanctions
and a Cease-and-Desist Order, In the Matter of J.P. Morgan Securities Inc., SEC Administrative Proceeding File
No. 3-13673 (Nov. 4, 2009) (emphasis added).
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the System’s ratepayers. Second, the citizens of the County who were most tangibly affected by
this harm were the System’s ratepayers who, as the County pointed out to the SEC, will have to
pay higher sewer rates — now and in the future — as a result. Third, those citizens most directly
impacted by the subject of the SEC settlement with JPMorgan are, as again pointed out by the
County, those low-income ratepayers least equipped to take on the “burden” of higher rates that
are necessary.

Shortly after being appointed, the Receiver reserved its right to make a claim on the $50
million received by the County. A copy of the Receiver’s letter is included in the Appendix at
A-25. To the extent the County is unwilling to disburse this $50 million to the Receiver for the
purpose of assisting displaced ratepayers through the low-income plan, the Receiver reserves its
right to seek additional relief from the Court in the Receivership Action or commence other
litigation to compel the County to turn over the money to the Receiver. The County must assist
the ratepayers in dealing with the “burden” it helped create. If the Receiver is unable to secure
funding for the low income program through the $50 million, it is likely that the program will not
be implemented as planned at this time.

In addition, the County received an additional $25 million pursuant to a Fair Fund
distribution from the federal government in 2011. This $25 million was paid to the government
by JPMorgan as a result of the same SEC action. The Receiver reserves the right to also seek
access to that $25 million payment or some portion thereof.

VIII. Non-Rate Recommendations and Options for a Permanent Solution.
A. Explore Additional Revenue Sources Other Than Rates.

In addition to sewer user rates, there are other potential revenue sources or enhancements
available to the County that would allow for greater balance in System finances. Revenue
streams that are not directly tied to water usage also provide enhanced stability for System
funding because they fluctuate less. If the County and/or the legislature were to implement some
of these measures it would reduce the pressure to adequately fund the System solely through
sewer user rates, and more equitably spread the costs of the System among all of the residents
throughout Jefferson County that benefit from the public health service the System provides.

One source of additional revenue is an increase in the existing sewer ad valorem tax. As
discussed in Section IV.B.2 supra, aside from an adjustment in 1978 to account for a change in
property classification, the rate for the annual sewer ad valorem tax has not been increased since
its establishment in 1901. As of 2003, the total tax burden within Jefferson County was well
below the average for similar municipalities. Increasing the ad valorem tax would result in lower
future sewer rate increases and would also more equitably spread the burden of paying for the
System among all Jefferson County residents as the legislature originally intended, and the
Alabama Supreme Court found in Keene v. Jefferson County, 33 So. 43 (Ala. 1903), is fair and
justified.

An additional source of revenue is imposition of a clean water fee for all County
residents or for residents not currently connected to the System.”’” While controversial, a clean

217 Special Masters Report at 34.
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water fee remains a viable and appropriate option to consider as a revenue stream. As the
legislature and the courts have recognized, everyone in the County receives the public health
benefits from the System’s treatment of wastewater and protection of area water supplies. It is
therefore not unreasonable to require everyone to contribute to ensure the System’s continued
viability.

A viable wastewater system ultimately serves to reduce the cost of water treatment by
water providers. For instance, the progression of water treatment may be envisioned as a three
rung ladder. The local water providers first take water from rivers and lakes. This is the middle
stage of water quality (“Level B”). The water providers then clean the water up to a level that it
is safe to drink (“Level A”). During the course of use, the water collects waste and drops to a
level of very poor quality (“Level C”) much lower than where it began naturally in rivers and
lakes. Before the System can discharge the poor Level C wastewater back into our waterways, it
must treat the water and bring it back up to a level of quality slightly above Level B.

Treating water costs money. If the quality of water discharged into waterways by the
System were lowered (less than Level B), the water providers would have a longer way to go,
and would have to spend more money, in order to clean the water back up to a level safe for
drinking (Level A). This cost would be passed on to everyone who uses the water works
systems. Besides running afoul of numerous clean water requirements, this would spoil our
waterways such that no one could swim or fish in them, as happened in this County in the mid-
1950s and led to the lawsuits which resulted in the Consent Decree.”'® Moreover, a deterioration
of water treatment in this County would likely lead to an overall decline in the overall condition
of water in the County and diminish the quality of life, property values, and prospects for
economic development for all of the County’s residents.

An obviously better approach is to make sure the water is treated to an acceptable level
before it is discharged into the waterways, as the System does now. This shifts some of the cost
of treatment from the water provider to the System, but the beneficiaries remain the same — all
citizens of the County. This benefit, among others, makes it reasonable for all citizens of the
County to participate at some level in funding the System.

A clean water fee is legal because Alabama governments have the authority under their
police powers to generate sufficient revenues from their residents in order to operate sewer
systems.”!”” The Alabama Supreme Court recognizes that the “beneficial effects” of this very
System “extend to the entire county” and that “[t]he health of the valleys drained is of great
importance to every citizen of the county.””?® Therefore, fees levied on beneficiaries of the
System are legal and help to spread the cost of the System over a wider tax base, thus reducing
the average individual burden.

The System was created to protect the quality of “any and all streams and water courses”
within Jefferson County, and it is this purpose that the System still serves today.”" In 1953, the

218 See, supra, Section 11.B.3.

2 See, e.g., Bd. of Water & Sewer Comm’rs of the City of Mobile v. Yarbrough, 662 So. 2d 251, 254 (Ala. 1995).

>2 Keene, 33 So. at 438.

221 Act 714, passed in 1901, gave the new Sanitary Commission (now the County Commission) the “duty to protect
from pollution any and all streams and water courses from which any municipality or community draws or uses in
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County Board of Health issued a warning to a// County residents not to fish or swim in any open
stream in Jefferson County because “all watersheds in this area carry pollution from sewage.””?
Clearly, if all residents were being harmed by the pollution, all residents of Jefferson County
benefit from the clean water the System protects, and all county residents, not just System
customers, should contribute to the costs of providing this important public service.

B. Ensure that the System Has the Clear Authority to Enforce
Mandatory Hookup to the System.

The System must have the authority to enforce mandatory hookups for new development,
and for existing homes and businesses that can be served by the current System. This authority
is commonplace for sewer systems across the country. See, e.g., 56 AM. JUR. 2D Municipal
Corporations § 504 (“A municipality may require that owners of premises served by a public
drain or sewer connect to it, in the valid exercise of its police power.”); 64 C.J.S. Municipal
Corporations § 1537 (“In the interest of the public health and welfare, a municipality may require
property owners to connect with a sewer at their own expense”). Mandatory sewer connection
requirements have also been routinely upheld as valid by the courts. See, e.g., Keys Citizens for
Responsible Gov't, Inc. v. Fla. Keys Aqueduct Auth., 795 So. 2d 940 (Fla. 2001); Wolfe v. City of
D’Iberville, 799 So. 2d 142 (Miss. Ct. App. 2001); Caddo Parish Sewerage Dist. No. 7 v.
Reeves, 649 So. 2d 1236 (La. Ct. App. 1995); Loggins v. Lightner, 897 S.W.2d 698 (Tenn. Ct.
App. 1994); Lepre v. D Iberville Water & Sewer Dist., 376 So. 2d 191 (Miss. 1979). The United
States Supreme Court has stated, in a case arising out of Georgia, that:

It is the commonest exercise of the police power of a state or city to provide for a
system of sewers, and to compel property owners to connect therewith. And this
duty may be enforced by criminal penalties.

Hutchinson v. City of Valdosta, 227 U.S. 303, 307 (1913).

Numerous municipalities in Alabama have passed ordinances requiring mandatory
connection to sewer systems. See, e.g., Prattville, § 66-80; Mobile, § 701.2; Guntersville, § 12-
33; Ozark, § 10-72; Madison, § 13-60; Opelika, § 28-81(d); Wetumpka, § 82-73.

Alabama courts have also long recognized that the authority to enforce mandatory
hookup requirements is vital to the establishment of an efficient sewer system:

[S]urely no sewerage system could be regarded as efficient without the incident of
power in the municipal corporation to compel connections of property by its
owners with the system.

Allman v. City of Mobile, 50 So. 238, 241 (Ala. 1909); see also City of Leeds v. Avram, 14 So. 2d
728, 729 (Ala. 1943) (recognizing that the burden of requiring a property owner to connect to the
sewer system “offends no constitutional right”); Town of Leeds v. Cason, 116 So. 519, 519 (Ala.
1928).

whole or in part its supply of water.” See discussion in Section ILB.1 supra.
222 See discussion in Section I1.B.3 and PARCA Report at 43.
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The County’s lack of clear legal authority to enforce mandatory connection to its sewer
system has been repeatedly recognized throughout the System’s history as a near insurmountable
barrier to the establishment of an efficient county-wide sanitary sewer system in Jefferson
County.”” The problem has been identified, and the solution is obvious. Requiring mandatory
hookups to the sewer System where available, will increase the number of ratepayers, and thus
spread the costs of the sewer system more equitably among those who benefit from it.

Until hookup becomes mandatory, a reserve capacity charge could be implemented for
County residents who are not currently connected to the System but could be.?**

C. An Independent Public Corporation Should Be Created to Take Over
Operation and Maintenance of the Jefferson County Sewer System.

As discussed previously in Section III.C, the Receiver has worked to facilitate and
support the necessary legislation to create an Independent Public Corporation (“IPC”) that would
ultimately hold the System’s assets, operate the System, and be obligated to pay the refinanced
debt. The County has developed draft legislation for the IPC but it has not been presented to the
legislature. This legislation is critical to the System’s long term success and financial viability.

The IPC would have an independent professional board and strict governance documents
to ensure the proper operation and funding of the System. The establishment of an independent
professional board insulates the System from the influence of state and local political
gamesmanship that throughout the System’s history has prevented the establishment of a viable,
professionally run, adequately funded System with the assets and resources necessary to serve
the public. The governance documents will implement strict regulatory and operational controls
that will prevent the manipulation, risk-taking, and corruption that occurred following the 1996
Consent Decree from ever happening again. The establishment of an IPC, with the requisite
governing and regulatory controls, is the only hope the System has of being able to go to the
market and attract future investors.

IX. Conclusion.

This concludes the Receiver’s First Interim Report on Finances, Operations, and Rates of
the Jefferson County Sewer System. The Receiver intends to submit its next interim report
within the next six to twelve months. As noted earlier, the Receiver encourages the County, its
various creditors groups, and all stakeholders to continue pursuing the negotiated solution that is
critical to the long term financial health and viability of the System and the County, and the
Receiver remains available to assist the parties in these negotiations in any manner they deem
helpful. In the meantime, however, the Receiver will continue to move forward with the
operations and capital plans to achieve efficiencies and best practices to preserve the reliability
and compliance of the System. The Receive will also continue to implement multiple future rate
increases every six to twelve months until System revenues reach a level sufficient to support the
System’s operations and meet its obligations.

223 See Section I1.B supra.
24 Special Masters Report at 29-30.
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